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Comments
Proposed Section 125 Cafeteria Plan Regulations:
Invalidating Certain Section 105 Medical Plans
Through Forfeiture Requirement

I.

INTRODUCTION

In May 1984, the Internal Revenue Service issued proposed regulations in question and answer form which clarified the requirements for cafeteria plans and flexible spending arrangements.' The
regulations were proposed pursuant to section 125 of the Internal
Revenue Code (Code), which provides tax treatment of employee
benefit plans under which a participant may choose between taxable benefits and one or more nontaxable fringe benefits. 2 Included
in the proposed regulations is a provision which denied favorable
tax treatment to certain "cash out" medical reimbursement accounts, established pursuant to section 105 and offered as a benefit
under a cafeteria plan, which provide for the distribution of un3
used cash to an employee at the end of the year.
"Cash out" medical reimbursement plans generally provide that
the employer will credit each employee with a given amount of
1. Prop. Treas. Reg. § 1.125-1 (May 7, 1984). For a complete text of the proposed
cafeteria plan regulations, see 49 Fed. Reg. 19,321 (1984).
The proposed regulations followed Internal Revenue Service News Release I.R. 84-22, issued in February 1984, which was prompted by abusive zero balance reimbursement accounts (ZEBRA's). However, note that ZEBRA accounts differ significantly from legitimate
cash out medical plans. See infra notes 99-104 and accompanying text.
2. Prior to January 1, 1985, a cafeteria plan was defined as a written plan under which
participants (all of whom are employees) may choose among two or more benefits, which
may be nontaxable benefits, cash, property or other taxable benefits. I.R.C. § 125(d) (1984).
Effective January 1, 1985, a cafeteria plan is defined as a written plan under which participants (all of whom are employees) may choose among two or more benefits consisting of
cash and "statutory nontaxable benefits". I.R.C. § 125(d), as amended by Act of July 18,
1984, Pub. L. No. 98-369. "Statutory nontaxable benefit" is defined generally as any benefit
that is excluded from income by a specific provision of the Code. I.R.C. § 125(f), as
amended by Act of July 18, 1984, Pub. L. No. 98-369.
3. Prop. Treas. Reg. § 1.125-1, Q&A-17.
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money during the year." The employee then uses this account to
pay the portion of his medical expenses not covered by third party
employer-financed insurance plans, drawing from the account upon
proof of actual expenses paid by him for medical care.' The unused
cash balance remaining in the employee's account is paid ("cashed
out") to each employee at the end of the year, and is fully taxable
to the employee.8 The only portion of the employer's contribution
to this account that is excluded from the employee's taxable income, then, is the amount of the reimbursement to the employee
for an actual expenditure for medical care.7
Question and answer seventeen of the proposed regulations provides, in part, that medical care reimbursements paid to an employee under a cafeteria plan qualify for the section 105(b) exclusion only if "reimbursements are paid specifically to reimburse the
participant for medical expenses incurred during the period of coverage." 8 However, although thereby acknowledging that Congress
in section 105(b) intended to exclude such specific medical expense
reimbursements, the Service immediately rejects the use of cash
out plans as a means of providing such reimbursements, providing
that "[a] benefit under which participants will receive reimbursement for medical expenses up to a specified amount and, if they
incur no expenses, will receive cash or any other benefit in lieu of
the reimbursements is not a benefit that qualifies for exclusions
under sections 106 and 105(b). See § 1.105-2."g The impact of the
proposed cafeteria plan regulations therefore extends to section
4. Cole, The IRS 'Cafe Plan'-Use It or Lose It?, THE NAT'L UNDERWRITER (LIFE,
HEALTH INSUR. ED.). June 9, 1984, at 9. See also H.R. CONFERENCE REP. No. 861, 98th Cong.,
2d Sess. 1174-77, reprinted in 1984 U.S. CODE CONG. & AD. NEWS (98 Stat. 494-1210) 116871 [hereinafter cited as CONFERENCE REP.]; The Corporate Rx for Medical Costs, Bus. WK.,
October 15, 1984, at 146. Plans vary as to whether a flat amount determined by the employer or an elected percentage of the employee's pay (up to a specified limit), may be used
to fund the employee's reimbursement account. Cole, What Fate Awaits Section 125 plans?,
PENSION WORLD, July 19, 1984, at 34, 35.
5. Id. The employee uses the reimbursement account to cover expenses that are not
otherwise covered by employer-provided insurance. Because the reimbursement account
benefit is available, unions and other employees are willing to accept this alternative to
100 insurance coverage. Therefore, such reimbursement plans are thought to play a part
in reducing escalating health care costs. See infra notes 83-98 and accompanying text.
6. Treas. Reg. § 1.105-2 (1956). Only amounts paid to an employee to reimburse him
for medical care are excludable from the employee's gross income. Id.
7. This interpretation of section 105(b) and Regulation 1.105-2 is consistent with legislative intent. See infra notes 12-34 and accompanying text.
8. Prop. Treas. Reg. § 1.125-1, Q&A-17 (May 7, 1984).
9. Id.
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105 accident and health plans.' However, in this way, the Service
defeated the legislative intent of the section 105 exclusion.'"
Through an analysis of the accident and health care provisions
of the Code, this comment will demonstrate that the extension of
section 125 proposed regulations to section 105 medical and health
plans offered pursuant to a cafeteria plan is inconsistent with legislative intent and is clearly an act of overreaching on the part of the
Internal Revenue Service. In addition, this comment will attempt
to explain why the proposed regulations are premature in light of
the potential effect of cash out benefit plans on the economic policy of health care cost containment.
II.

OVERREACHING OF PROPOSED REGULATIONS THROUGH

105
1.105-2

PURPORTED RELIANCE ON SECTION

A.

AND TREASURY REGULATION

Legislative Intent and Statutory Interpretation

Question and answer seventeen suggests that support for the forfeiture requirement proposed by the Treasury Department may be
found in section 105(b) of the Internal Revenue Code and in Treasury Regulation 1.105-2." However, section 105(b) does not explicitly or implicitly require forfeiture; instead, it provides only that
gross income does not include amounts paid directly, or indirectly
to the taxpayer to reimburse the taxpayer for expenses incurred by
him for the medical care of the taxpayer, his spouse and his dependents.' 3 Similarly, Regulation 1.105-2 provides that "section 105(b)
10. That the proposed section 125 regulations explicitly extend to section 105 accident
and health benefit plans is confirmed by Question 17 itself: "How are the specific rules of
section 105, providing an income exclusion for amounts received as reimbursement for medical care expenses under an accident or health plan, to be applied when coverage under an
accident or health plan is offered as a benefit under a cafeteria plan?" Id. Note that a cash
out reimbursement account would be considered a cafeteria plan under section 125: in defining a cafeteria plan, Answer 2 of the proposed regulation provides in part that "a cafeteria
plan may offer participants the opportunity to select among various taxable benefits and
various non-taxable benefits, but a plan must offer at least one non-taxable benefit." Prop.
Treas. Reg. § 1.125-1 Q&A-2 (May 7, 1984).
11. See infra notes 12-34 and accompanying text.
12. See generally Prop. Treas. Reg. § 1.125-1, Q&A-17.
13. Section 105 of the Internal Revenue Code provides in pertinent part:
(a) Amounts Attributable to Employer Contributions-Except as otherwise provided
in this section, amounts received by an employee through accident or health insurance for personal injuries or sickness shall be included in gross income to the extent
such amounts (1) are attributable to contributions by the employer which were not
includable in the gross income of the employee, or (2) are paid by the employer.
(b) Amounts Expended for Medical Care-Except in the case of amounts attributable
to (and not in excess of) deductions allowed under Section 213 (relating to medical,
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provides an exclusion from gross income with respect to the
amounts referred to in section 105(a) . . . which are paid, directly
or indirectly, to the taxpayer to reimburse him for expenses incurred in the medical care . . . of the taxpayer .
*..."" Clearly,
the intent of Congress in enacting section 105(b) was to exclude
employer-provided medical reimbursements from an employee's
income.' 5 Treasury Regulation 1.105-2 further provides that:
Section 105(b) applies only to amounts which are paid specifically to reimburse the taxpayer for expenses incurred by him for the prescribed medical
care. Thus, Section 105(b) does not apply to amounts which the taxpayer
would be entitled to receive irrespective of whether or not he incurs expenses for medical care. For example, if under a wage continuation plan, the
taxpayer is entitled to regular wages during a period of absence from work
due to sickness or injury, amounts received under such plan are not excludable from his gross income.'

The Service relies on these three sentences, particularly the second
sentence, to conclude that the reimbursements are not excludable
from an employee's income if the plan allows the employee to receive the unused portion of the provided cash at the end of the
7
year, even if the unused portion is taxable to the employee.'
The proposed regulations stretch the literal language of Regulation 1.105-2 to achieve an unintended restriction on accident and
health care plans offered pursuant to a cafeteria plan. The purpose
of section 105(b) and Regulation 1.105-2 is clearly to exclude from
income amounts which are paid "specifically to reimburse" the employee for medical expenses which he has incurred, and to include
in the employee's income those amounts which the employee received even without incurring medical expenses.' 8 The 1.105-2
etc. expenses) for any prior taxable year, gross income does not include amounts referred to in Subsection (a) if such amounts are paid, directly or indirectly, to the
taxpayer to reimburse the taxpayer for expenses incurred by him for medical care (as
defined in Section 213(d)) of the taxpayer, his spouse, and his dependants (as defined
in Section 152).
I.R.C. § 105 (1984).
14. Treas. Reg. § 1.105-2 (1956).
15. The intent of Congress to exclude medical reimbursements becomes even more
apparent when the general exclusionary scheme of sections 104-06 is considered. See infra
notes 22-34 and accompanying text.
16. Treas. Reg. § 1.105-2 (1956). Immediately thereafter, the regulations provide that
"[sluch amounts may, however, be excludable from his gross income under Section 105(d).
See § 1.105-4." Id.
17. The service's reliance on § 1.105-2 is evidenced in Q&A-17 itself. See supra text
accompanying note 9.
18. See I.R.C. § 105(b), supra note 13; see also text accompanying note 16. See generally notes 35-51 and accompanying text.
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Regulation is not inconsistent with cash out plans: the portion of
the benefit paid to the employee to specifically reimburse him for
medical expenses is not taxable; however, the portion otherwise
paid to the employee (the cash out portion) is fully taxable to the
employee. 9 This interpretation is entirely consistent with the
1.105-2 Regulation which states that "Section 105(b) does not apply to amounts which the taxpayer would be entitled to receive
irrespective of whether or not he incurs expenses for medical
care."2 0 That is, section 105(b)-the exclusion- does not apply to
the cash out portion of the benefit: that portion which the taxpayer is entitled to receive even if he does not incur medical
2
expenses. 1
The interpretation accorded section 105(b) and Regulation
1.105-2 to validate cash out plans offered as a cafeteria plan benefit
is supported by legislative history. Section 105 is part of a general
scheme of exclusionary rules which provide advantageous treatment for amounts recovered for personal injuries or for sickness.22
These provisions rest on the compassionate thought that the taxpayer had suffered enough. 3 The legislative intent of section
105(b) can best be appreciated through an understanding of the
interrelationship between three Code provisions.
Section 104 is the principal provision; it excludes from income
19. Such a partial characterization of taxable as compared to non-taxable distributions
is consistent with the popular method of taxing such plans prior to the proposed regulations. See also notes 52-68 and accompanying text.
20. Treas. Reg. § 1.105-2 (1956).
21. The Service interprets the use of the word "entitled" with respect to cash out
reimbursement plans to conclude that because the taxpayer could elect to receive the entire
account in cash rather than receive any reimbursements, he is entitled to the entire account
balance. Therefore, under the Service's interpretation, none of the account balance is entitled to section 105(b) protection. However, in its restrictive interpretation, the Service ignores the thrust of the sentence preceding that which uses the word "entitled", which is
based on the literal language of the Code itself. See note 16 and accompanying text. The
sentence using the "entitled" language, as well as the following sentence must be read with
section 105(b) and the first sentence in mind. See infra notes 35-51 and accompanying text.
The predominant policy reflected in the Code and Regulations is exclusion of amounts paid
as reimbursements; the Service's tortured interpretation of the Code and Regulations
through isolation of a single sentence is inconsistent with this policy. See I.R.C. § 105(b)
Treas. Reg. § 1.105-2.
22. J. FREELAND, S. LIND & R. STEPHENS, FUNDAMENTALS OF FEDERAL INCOME TAXATION
212 (1982). See also Epmeier v. United States, 199 F.2d 508, 511 (7th Cir. 1952) ("The
provisions of [the accident and health exclusionary sections] of the Code undoubtedly were
intended to relieve the taxpayer who has the misfortune to become ill or injured, of the
necessity of paying income tax on insurance benefits received to combat the ravages of disease or accident.").
23. FREELAND, LIND & STEPHENS, supra note 22.
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amounts recovered for injury to the person or for sickness.24 The
generous nature of the interpretation extended to this provision is
clear: a recovery achieved for both intentional and unintentional
torts may be excluded from income. 2' The legislative intent was
clearly to exclude from tax any amounts recovered for medical expenses incurred; an exclusion for amounts received for "injury or
sickness" is expressly included in the section 104 exclusion. 26 So
generous is the section 104 exclusion that section 104(a)(3) provides an opportunity for tax-free profit in health and accident insurance: if an individual purchases several health insurance policies and recovers on each for the same illness or injury, the excess
received (above the expense incurred) is nevertheless excluded
through section 104(a)(3).2 7
While section 104 provides an exclusion for reimbursement of
health costs not paid for by an employer, sections 105 and 106 extend the exclusion of medical reimbursement to employer funded
accident and health plans. 28 The overall scheme of sections 105
and 106 is to first exclude from the employee's income the employer's contribution to accident and health plans. 29 Section 105(a)
then includes in income all amounts received through accident and
health insurance which had been purchased for the employee by
the employer. 3 Finally, section 105(b) provides a specific exception
to section 105(a), providing for exclusion of reimbursements for ex24. Section 104 provides in part:
(a) In general.-Except in the case of amounts attributable to (and not in excess of)
deductions allowed under section 213 (relating to medical, etc., expenses) for any
prior taxable year, gross income does not include(1) amounts received under workmen's compensation acts as compensation for
personal injuries or sickness;
(2) the amount of any damages received (whether by suit or agreement and
whether as lump sum or periodic payments) on account of personal injuries or
sickness;
(3) amounts received through accident or health insurance for personal injuries
or sickness (other than amounts received by an employee, to the extent that
such accounts (A) are attributable to contributions by the employer which
were not includable in the gross income of the employee, or (B) are paid by the
employer); . ...
I.R.C. § 104 (1984).
25. FREELAND, LIND & STEPHENS, supra note 22 at 213.
26. I.R.C. § 104(a)(3) (1984). See supra note 24.
27. Id. See also FREELAND, LIND & STEPHENS, supra note 22 at 215.
28. Section 106 provides that "[giross income does not include contributions by the
employer to accident or health plans for compensation (through insurance or otherwise) to
his employees for personal injuries or sickness." I.R.C. § 106 (1984). See also supra note 13.
29. I.R.C. § 106 (1984). See supra note 28.
30. I.R.C. § 105(a) (1984). See supra note 13.
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penses of medical care provided to the employee, his spouse or dependents by the employer."1 In this way, sections 105 and 106 extend the section 104 exclusionary policy to employer-funded
accident and health plan reimbursements.3 2 Clearly, the language
in section 104(a)(3) and section 105(b) indicates the intent of Congress to provide parity between taxpayers recovering through their
own policies and those taxpayers who recover through an employer-funded policy. 33 To exclude recoveries for medical expenses
is clearly the purpose of both sections. The intent of the proposed
regulations to invalidate plans which reimburse an employee for
medical expenses merely because unused cash is distributed to the
employee at the end of the year is not consistent with the generous
exclusions provided by sections 104 through 106 of the Code.34
B. IRS Reliance on "'Entitledto" Language of Regulation
1.105-2
In question and answer seventeen, the Service concludes that
cash out plans are not valid section 125 plans, providing that
31.
32.

I.R.C. § 105(b) (1984). See supra note 13.
See 1 MERTENS LAW OF FED. INCOME TAX § 7.21 (1984) [hereinafter cited as

MERTENS].

33. Id. The exclusion extends to "amounts recovered through accident and health insurance" in both sections 104 and 105. Id. It is also notable that section 105(e) provides
specifically that "[flor purposes of this section and Section 104-(a) amounts received under
an accident or health plan for employees, and (2) amounts received from a sickness and
disability fund for employees maintained [pursuant to state law] shall be treated as
amounts received through accident or health insurance." I.R.C. § 105(e) (1984). See also
infra notes 73-82 and accompanying text.
34. Section 125 of the Internal Revenue Code contains no language that should suggest that medical reimbursements under a section 125 cafeteria plan be subject to a less
generous exclusionary policy than that provided for under section 105. In fact, the language
of section 125 suggests that the mere fact that a benefit is included in a cafeteria plan would
not invalidate its tax-free status. Section 125 provides in part that "[e]xcept as provided in
[an exception for highly compensated participants in a discriminatory plan], no amount
shall be included in the gross income of a participant in a cafeteria plan solely because,
under the plan, the participant may choose among the benefits of the plan." I.R.C. § 125(a)
(1984).
In addition, it should be noted that, in Q&A-5 of the proposed regulation itself, the Service has stated that:
[t]he term "non-taxable benefit" means any benefit attributable to employer contributions to the extent that such benefit is not currently taxable to the participant
under the Internal Revenue Code upon receipt of the benefit. Thus, a cafeteria plan
may offer participants the following benefits which will be non-taxable ...: groupterm life insurance up to $50,000 (section 79), coverage under an accident or health
plan (section 106) . . ..
Prop. Treas. Reg. § 1.125-1, Q&A-5. Q&A-5 then requires that the conditions of Q&A-17 be
met regarding the inclusion of accident or health plans in a cafeteria plan. See id.
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[almounts paid to a participant as reimbursement are not treated as paid
specifically to reimburse the participant for medical expenses if, under the
benefit, the participant is entitled to the amounts, in the form of cash ... ,
irrespective of whether or not he incurs medical expenses during the period
of coverage, even if the participant will not receive the amounts not used for
expense reimbursement until the end of the period. (emphasis added)3 5

As its conclusion is based on the "entitled to" language of Regulation 1.105-2,36 the Service has apparently relied on a constructive
receipt doctrine. That is, the Service has concluded that because
the taxpayer has an opportunity to receive taxable cash benefits
instead of tax-free reimbursements, the taxpayer has constructively received a cash benefit regardless of whether or not he actu37
ally receives the full benefit in the form of a cash out benefit.
However, even if the taxpayer is considered to have constructively
received the entire amount in taxable cash benefits, section 105
would operate to exclude the portion that is received as a medical
reimbursement.3 8 Unsupported by the constructive receipt doctrine, the Service's only remaining support for its restrictive interpretation of Regulation 1.105-2 is the use of the words "entitled
to" in the regulation itself. However, the Service's interpretation of
this language defeats the overall intent of sections 104 through 106
of the Code to specifically exclude employer provided reimbursements.3 9 The use of the words "entitled to" in Regulation 1.105-2
is intended to distinguish between payments made as compensation for services as compared to specific reimbursements of medical
35.

Prop. Treas. Reg. § 1.125-1, Q&A-5.

36. See supra text accompanying note 16.
37. The statutory basis of the constructive receipt doctrine is provided in I.R.C. §
451(a). The regulations thereunder provide that
[income although not actually reduced to a taxpayer's possession is constructively
received by him in the taxable year during which it is credited to his account, set
apart for him, or otherwise made available so that he may draw upon it at any time,
or so that he could have drawn upon it during the taxable year if notice of intention
to withdraw had been given.
Treas. Reg. § 1.451-(2)(a) (1957). Note, however, that the constructive receipt doctrine affects only the timing of the income and not the characterization (excludable or includable)
of the income. Id.
Further, the Service itself notes in Q&A-9 of the proposed regulations that "[slection 125
does not . . . alter the application of the constructive receipt rules to a situation in which
benefits become currently available to an individual, even though the individual elects not
to receive and does not actually receive the benefits." Prop. Treas. Reg. § 1.125-1, Q&A-9.
38. There is no suggestion in either section 105 or section 125 of the Code that a section 125 plan would supercede the section 105 accident and health plan exclusionary policy.
See supra note 34.
39. See supra notes 22-34 and accompanying text.
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expenses.40 In understanding this distinction, however, it must be
noted that without the specific exclusion of section 105(b), reimbursement for medical expenses would be included in income
under section 61.41 That the exclusion exists indicates Congress'
intent to exclude the reimbursement amounts in spite of the potential characterization as compensation for services-that is, as a
benefit received by an employer.2 It is also clear that Congress did
not intend to exclude through section 105(b) money received
through wage continuation plans, that is, money received for sick
leave, regardless of whether medical expenses were incurred during
the sick leave. Instead, section 105(d) and the regulations thereun43
der were specifically addressed to the wage continuation plans.
Therefore, the interpretation that the intent of Regulation 1.105-2
40. This interpretation is supported by the language of Regulation 1.105-2. See supra
text accompanying note 16. Note that this portion of the regulation is immediately followed
by: "[sluch amounts may, however, be excludable from his gross income under Section
105(d). See § 1.105-4." Treas. Reg. § 1.105-2.
Because the example of "the entitled to" idea is provided by a wage continuation plan,
and because section 105(d) specifically addresses the need for special treatment of wage
continuation plans, the interpretation that the regulations attempted to distinguish between
specific reimbursements and wage continuation plans is a logical conclusion. However, the
emphasis of Regulation 1.105-2 (the first of the three sentences quoted at text accompanying note 16) specifies that "amounts paid specifically to reimburse the taxpayer" are excludable; cash out plans clearly provide specific medical reimbursement for medical benefits.
The overall intent of Regulation 1.105-2, then, supports the interpretation that the cash out
portion is protected by section 105(b). Note further that benefits of two types-specific reimbursements and taxable compensation-provided by a single plan may be characterized
at distribution either as taxable or non-taxable. See infra notes 52-67 and accompanying
text.
41. I.R.C. § 61 provides in part that, "[e]xcept as otherwise provided ... gross income
means all income from whatever source derived . . . including . . . (1) compensation for
services . . . " I.R.C. § 61 (1984).
42. Note that the Committee Report to P.L. 98-76 provides:
Under present law, amounts received by an employee through accident or health insurance for personal injury or sickness other than reimbursements for medical expenses, generally are includable in gross income if the amounts (1) are attributable to
contributions by the employer that were not includable in employee's gross income or
(2) are paid by the employer.
H.R. REP. No. 30, 98th Cong., 1st Sess. 39 (1983), reprinted in 1983-2 C.B. 382, 399 (emphasis added).
43. The exclusion for money received under a wage continuation plan was much more
restrictive than the generous section 105(b) exclusion. Section 105(d) originally provided
that, generally, "gross income does not include amounts referred to in subsection (a) if such
amounts constituted wages or payments in lieu of wages for a period during which the
employee is absent from work on account of personal injuries or sickness." I.R.C. § 105(d)
(1954) (emphasis added). Section 105(d) also limited the section 105(d) exclusion to $100.00
weekly; various additional limitations were also imposed. See id. Section 105(d) was repealed by P.L. 98-21, effective for tax years beginning after December 31, 1983. H.R. CONFERENCE REP. No. 47, 98th Cong., 1st Sess. 125, (1983), reprintedin 1983-2 C.B. 336, 342.
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was to remove such wage continuation plans from Regulation
1.105-2 protection is logical. The distinction between reimbursement and wage continuation plans is obvious: in medical reimbursement plans, "amounts are paid . . . to the taxpayer to reimburse the taxpayer for expenses incurred by him for the medical
care,"44 while in a wage continuation plan, the taxpayer is entitled
to regular wages "during a period of absence from work on account
of personal injuries or sickness.' 5 Reimbursements included as
part of cash out plans are clearly the former and not the latter; in
a cash out plan, the amount of reimbursed expenses is fixed and
unrelated to the employee's salary.'6
That the second sentence of Regulation 1.105-2 upon which the
Service apparently relies 47 is followed by an example of a wage
continuation plan indicates that this distinction was precisely what
Congress intended in excluding from section 105(b) protection
"amounts which the taxpayer would be entitled to irrespective of
whether or not he incurred expenses from medical care.' 6 That is,
Congress intended to exclude payments received by an employee
specifically to reimburse the employee for medical care but to include compensation continued to be received in the form of salary.' The two sentences of Regulation 1.105-2 relied upon by the
Service must be read together: the most logical interpretation of
the two, when coupled with the example provided by the third sentence, is that section-105(b) may apply to that portion received to
specifically reimburse the employee, and that section 105(b) does
not apply to the portion which is received irrespective of medical
care.5 0 If the second sentence of the relied-upon portion of the
Regulation is read to remove all of the cash out plan benefits from
section 105(b) protection, the objective of the first sentence, and
44. I.R.C. § 105(b). See supra note 13.
45. I.R.C. § 105(d) (repealed). See supra note 43.
46. The amount of the reimbursed expenses is fixed only by the amount of medical
expenses incurred by the employee during the year, not by compensation due to the employee for services rendered. See supra notes 4-7 and accompanying text.
47. See supra text accompanying note 16.
48. Id.
49. See supra notes 41-43.
50. See supra text accompanying note 16. There is no suggestion in either section 105
or the regulations thereunder that a section 105 benefit must be part of an all-or-nothing
exclusionary plan. The character of dual nature benefits should be determined at distribution. See infra notes 53-68 and accompanying text. Further, under section 125, non-taxable
benefits continue to be non-taxable even when taxable benefits are also offered under a
cafeteria plan. See supra note 34.
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the intent of sections 104 through 106 generally, is negated. 1
C.

Case Law and Revenue Ruling Support

That the intent of Congress in its liberal exclusion of health care
reimbursement plans is circumvented by the proposed section 125
regulations is supported by an analysis of case law and revenue
rulings. Judicial support exists for an interpretation consistent
with the liberal intent of Congress that the precise nature and taxable status of payment in a plan with a dual purpose benefit-one
taxable and one nontaxable-remains uncertain until payment is
actually made.5 2
In Wood v. United States,53 the employer had established a
profit sharing plan.5 4 Each employee had an account in the plan;
however, the funds in the profit sharing plan were also used in part
as an accident and health plan. 55 The employee was entitled to receive the full value of his account on retirement or on termination
due to permanent disability. The taxpayer became permanently
disabled and received the entire value of his account.5 7 The government contended that the distribution to the employee from the
plan was not a payment for "disability," but rather represented the
taxpayer's share of profit under the section 401 profit sharing
plan. 58 Rejecting this argument, the court reasoned that
as the plan also served as an accident or health plan, the fund created by
the plan served a dual purpose. Profit shares as earned (and even as they
"vest") remain subject to the condition that in case of permanent disability
they will be used as disability compensation and thus the vested portion of
an employee's account may never be received as earned profit shares. Until
actually made in an individual case, the precise nature and taxable status

51. The intent of section 105 is clearly to exclude "amounts paid... to the taxpayer
to reimburse [him] for expenses incurred by him for medical care." I.R.C. § 105(b). See also
supra notes 22-34 and accompanying text.
52. The language of Regulation 1.105-2, upon which the Service relied in Q&A-17, provides that section 105(b) "applies only to the amounts which are paid specifically to reimburse the taxpayer. . . . [T]hus, Section 105(b) does not apply to amounts which the taxpayer would be entitled to receive irrespective of whether or not he incurred expenses for
medical care .... " Treas. Reg. § 1.105-2.
53. 590 F.2d 321 (9th Cir. 1979).
54.
55.

Id. at 322.
Id.

56. Id.
57. Id. at 322-23.
58. Id. at 323. Specifically, the government contended that "no part of the payment
was excludable from income since the plan was a profit-sharing plan and did not qualify as
an accident or health plan." Id.
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of a payment remains uncertain. (emphasis added)."'

Based on this analysis, the court held that the payment made on
the taxpayer's termination of employment took on the tax-free status of a payment under section 105(c), because his entitlement to
payment came as a result of disability pursuant to the employer's
accident and health plan, even though the payment was from the
same account and represented identical funds as the profit sharing
plan. 0 This holding supports the view that funds serving a dual
purpose-that is, taxable and nontaxable amounts paid to an employee-cannot be characterized until the payment is made. 1
Thus, Wood supports the viability of cash out health plans offered
62
as a cafeteria plan benefit.
Further, Revenue Ruling 65-27563 recognizes the tax-free status
of statutory fringe benefits in cash out plans when such benefits
are specifically identified and are capable of being segregated."'
The ruling stemmed from a situation in which an employer had
provided a company sick leave plan for its employees. 5 The plan
provided for cash out of unused sick benefits at the end of the
year.6 6 In holding that only a portion of sick leave received represented pay not subject to withholding tax, the Service recognized
that the plan could provide benefits representing benefits of a dual
character, a portion being taxable and a portion being non-taxable:
[T]he payments for earned sick leave made to an employee for periods of
absence from work due to illness are payments made pursuant to a plan or
system of the type described in Section 3121(a)(2) of the Act. Therefore,
they are excluded from "wages" and are not subject to the taxes imposed
59. Id.
60. Id.
61. See supra text accompanying note 59.
62. It is notable that the statutory language of I.R.C. § 105(b) is even more generous
in allowing an exclusion than that of section 105(c) which provides that: [giross income does
not include amounts referred to in Subsection (a) to the extent that such amounts-(1)
constitute payment for the permanent loss or loss of use of a member or a function of the
body, or the permanent disfigurement of the taxpayer, his spouse, or dependent ... and (2)
are computed with reference to the nature of the injury without regard to the period that
the employee is absent from work. Id. (emphasis added). See also supra note 13.
That is, the qualification of the section 105(b) language is merely "if such amounts are
paid .... " while the qualification on the section 105(c) language is allowed only "to the
extent" such amounts otherwise fall within section 105(c) provisions. The dual nature role
of section 105(c) then should carry over to section 105(b); the intent of section 105 to exclude medical expenses is clearly evidenced by this rule.
63. 1965-2 C.B. 385. See also Rev. Rul. 78-392, 1978-2 C.B. 252.
64. Id.
65. 1965-2 C.B. 385.
66. Id. at 386.
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under the Act.
Since it is clear that the payments for unused sick leave made after an
employee's benefit year ends are not made because the employee was sick
and absent from work, they are not made "on account of sickness or accident disability", and, therefore are not excludable from "wages" under Section 3121(a)(2) of the Act. Accordingly, the payments for unused sick leave
are additional "wages" to the employee for services performed during the
benefit year and are subject to the taxes imposed under the Act. (emphasis
added)."

In this ruling, the Internal Revenue Service acknowledges the
dual nature of certain benefit plans, and holds that accident and
health benefits representing only a portion of total benefits under a
single plan may be found to be excludable from FICA and FUTA
taxes, while the balance of the benefit amount received by the employee may nevertheless be subject to tax."8 This analysis, by the
Service itself, supports the more reasonable reading of Regulation
1.105-2 that the portion of reimbursed medical expenses is not taxable and that only the cashed out portion is taxable. That is, the
legislative policy to exclude medical reimbursements may be recognized even if the medical reimbursement represents only part of
the total distribution to the employee.6 9
67. Id.
68. See id. Sections 3121(a)(2) and 3306(b)(2) are consistent with legislative intent to
exclude from taxes medical reimbursements paid by an employer, providing exclusion in the
areas of FICA and FUTA withholding for "wages" representing
the amount of any payment (including any amount by an employer for insurance or
annuities, or into a fund to provide for any such payment) made to, or on behalf of,
an employee or any of his dependants under a plan or system established by an employer which makes provision for his employees generally (or for his employees generally and their dependants) or for a class or classes of his employees (or for a class or
classes of his employees and their dependants), on account of(A) Retirement, or
(B) Sickness or accident disability .

.

. or

(C) Medical or hospitalization expenses in connection with sickness or accident
disability, or
(D) Death.
I.R.C. § 3121(a)(2) (The same language is used in I.R.C. § 3306(b)(2)).
Revenue Ruling 67-275 provides that the actual accident and health related portion of
sick leave benefits are not subject to FICA and FUTA taxes. Logically, in keeping with
legislative intent, such reimbursements would also be excludable under section 105(b) even
if only to the extent that the benefit in fact represented a specific payment "to reimburse
the taxpayer for expenses incurred by him for medical care." I.R.C. § 105(b). Accident and
health plans under section 105 were excluded from the employment tax to "eliminate any
reluctance on the part of employers to establish such plans due to the additional tax cost."
H.R. REP. No. 728, 76th Cong., 1st Sess. 18, 1939-2 C.B. 543. The legislative intent to exclude medical reimbursements dominates all three sections.
69. Acknowledgment by the Service of congressional intent to exclude medical benefits
is further evidenced by its annuity regulations which provide that
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Risk Requirement of Proposed Regulations vs. Section 105
Plan Requirements

In question and answer seventeen, the Service mandates forfeiture of unused benefits, requiring that the amount of medical reimbursements be contingent on a risk factor."' Such a requirement
would clearly invalidate cash out plans. 71 However, no risk requirement is provided for either under the Internal Revenue Code or
the Treasury Regulations. 72 This conclusion is supported not only
by the language of the Code and Regulations themselves, but also
by an historical analysis of the enactment of section 105 and the
intent of Congress to achieve parity between insured and uninsured plans.73 A reimbursement plan is a type of uninsured plan in
that it provides a means of reimbursing an employee directly for
medical costs incurred.7 4
Prior to the enactment of section 105 of the Code in 1954, the
primary problem existing in the administration of the accident and
[a]ny amounts received as accident or health benefits and not attributable to contributions of the employee are includable in gross income except to the extent that such
amounts are excludable from gross income under section 105(b), (c), (d) and the regulations thereunder. Thus such amounts may be excluded under a wage continuation
plan. However, if such payments, when added to other such payments attributable to
employer contributions, exceed the limitations of section 105(d), then the excess is
includible in gross income under section 105(a).
Treas. Reg. § 1.72-15(d) (emphasis added). This regulation effectuates the section 105 exclusionary policy, giving favorable treatment to the extent payments represent employer provided medical benefits.
70. Prop. Treas. Reg. § 1.125-1, Q&A-17 provides in part that
in order for medical care reimbursements paid to a participant under a cafeteria plan
to be treated as non-taxable under section 105(b), the reimbursements must be paid
pursuant to an employer-funded "accident or health plan," as defined in section
105(e) and § 1.105-5. This means that, although the reimbursements need not be provided under a commercial insurance contract, the reimbursements must be provided
under a benefit that exhibits the risk-shifting and risk-distribution characteristics
of insurance. A benefit will not exhibit the required risk-shifting and risk-distribution characteristics, even though the benefit is provided under a commercial insurance contract, if the ordinary actuarial risk of the insurer is negated either under the
terms of the benefit or by any related benefit or arrangement (including arrangements formally outside of the cafeteria plan).
Id. (emphasis added).
71. Cash out plans guarantee the employee a specific amount of benefit during the
year; only the reimbursement portion is subject to risk. See supra notes 4-7 and accompanying text.
72. See I.R.C. §§ 105, 125. See also supra notes 13 & 34. It is worth noting further
that section 105(e) provides that "[flor purposes of this section and section 104-(1)
amounts received under an accident or health plan for employees . . . should be treated as
amounts received through accident or health insurance." I.R.C. § 105(e).
73. See MERTENS, supra note 32.
74. See infra notes 4-7 and accompanying text.

1985

Section 125 Cafeteria Plans

673

health provisions of the Code concerned benefits paid to the employee through self-insured plans established by employers." The
Internal Revenue Service at that time had contended that health
benefits paid by an employer were excludable only when the plan
consisted of a plan of "insurance. 7' The Service, therefore, attempted to create a dichotomy between benefits paid through a
self-insured employer plan, which were found by the Service to be
nonexcludable, and those funded through an insurance company,
which were found by the Service to be excludable." The Seventh
Circuit rejected the Service's argument in Epmeier v. United
States,78 and held that payments to an employee were excludable
from the employee's gross income when paid under a company
maintained health plan as long as an agreement existed under
which the employer agreed to pay sickness benefits based on a reasonable plan of protection. 79 The Service successfully continued to
deny the Code's exclusions in other arrangements, however.80 In
effect, this position caused the difference in treatment between the
insured and uninsured sickness and accident plans, which difference led to the changes made by the 1954 Code.8 1 The 1954 Code
clearly destroyed the dichotomy between the insured and uninsured plans for purposes of section 104(a)(3) and section 105(b);
the Regulations thereunder define an accident or health plan as
''an arrangement for payment of amounts to employees in the
event of personal injuries or sickness . . . [which] may be insured
or noninsured . . . . It is immaterial who makes payment of the
benefits provided by the plan. . . [P]ayment may be made by the
employer. . . or by an insurance company." 82 A method by which
an employer reimburses an employee for medical payments upon
proof of expenses incurred clearly falls within these requirements.
No mention of a risk requirement is made in section 105 of the
Code or the Regulations and such a requirement in the proposed
75. See MERTENS, supra note 32.
76. Id.
77. Id.
78. 199 F.2d 508 (7th Cir. 1952).
79. Id. at 511. The Epmeier court found that insurance involved a plan under which
one party undertakes to "indemnify another against loss arising from certain specified contingencies or perils." Id. at 509-10.
80. See MERTENS, supra note 32.
81. Id.
82. Treas. Reg. § 1.105-5(a). No mention of a risk requirement exists in the Code or
the Regulations. It .is noteworthy that the liberalization of the accident or health plan definition is consistent with the intent of Congress to exclude medical reimbursements. See,
e.g., supra note 22.
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section 125 Regulations to invalidate cash out plans is unduly
restrictive.
III.

HEALTH CARE COST CONTAINMENT

A.

Health Care Cost Escalation

The principle reason given by employers for establishing cash
out medical reimbursement accounts has been to reduce the continuing high cost of medical care. 3 The average cost of corporate
health care plans increased 15% in 1979, 17.1% in 1980, 18.9% in
1981, and 22% in 1982.84 This escalation of health care costs has
resulted primarily from third-party payor insurance systems which
have been widespread since the 1960's and which give employees
little or no incentive to be cost conscious health care consumers.8 5
Employees with full company health insurance see no reason to
question medical bills.8" Further, when doctors and hospitals operate under a cost-reimbursement program, more treatment is encouraged. 7 Companies are responding to spiraling health costs by
increasing the worker's share of the health care bill through the
introduction of increased copayments and deductibles.88 The intro83. See e.g., Donahue, Foresees Solution to Runaway Health Costs, THE NAT'L UNDERWRITER (LIFE, HEALTH INSUR. ED.), March 17, 1984, at 14, 37; Tane, Flexcomp.; Adverse
Selection or Smart Choice?, THE NAT'L UNDERWRITER (LIFE, HEALTH INSUR. ED.), March 24,
1984, at 30, 31. In addressing its concern for escalating health care costs, the International
Foundation of Employee Benefits Plans recently reported that "[h]ealth care sponsors must
embark on concentrated strategies to control health-related expenditures on behalf of participants and their dependants ....
Such strategies as improvements in plan designs,
changes in payment methods, and modifications of the employees' health care purchasing
habits must be considered ....
" Report Issued on Health Cost Management, THE NAT'L
UNDERWRITER (LIFE, HEALTH INSUR. ED.), May 26, 1984, at 39. See also Much, Industry Running Out of Control, INDUSTRY WK., April 16, 1984, at 64; Connors, NAA Research, MANAGEMENT ACCOUNTANT, May, 1984, at 20; Companies Gain in Health Cost Fight, DUN'S Bus.
MONTHLY, March, 1984, at 69.
84. Much, supra note 83, at 64. Further, "United States health care expenditures
probably will reach $390.9 billion in 1984, up 10.2% over 1983 according to the Commerce
Department's U.S. Industrial Outlook for 1984." Fisher, '84 Health Care Costs Pegged at
$390 Billion' THE NAT'L UNDERWRITER (LIFE, HEALTH INSUR. ED.), January 28, 1984, at 36.
Health care expenditures are estimated at ten percent of the GNP. Companies Gain in
Health Cost Fight, DUN'S Bus. MONTHLY, March, 1984, at 69.
85. The CorporateRx for Medical Costs, Bus. WK., October 15, 1984, at 139.
86. Id.
87. Id. "Growing overcapacity-unused hospital beds and a doctor glut in some areas-did not respond to the laws of supply and demand because the [100% insurance coverage system] enabled providers to make up the difference." Id. See also Larson, Why Health
Care Costs Keep Rising, PERSONNEL JOURNAL, March, 1984, at 68 ("The essential problem
with [inflation of health care costs] is a passed-along mentality.").
88. See supra note 83 and articles cited therein.
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duction of these programs has been made possible through the simultaneous introduction of reimbursement accounts. Such programs recognize, generally, that the beneficiary of health care must
be brought into the system as a wise health care consumer if health
care costs are to be checked. 9
Cash out medical reimbursement plans can be effective tools to
combat these escalating medical costs." Reimbursement accounts
are an integral part of plans which provide overall health benefits
to employees, and have been accepted by unions as part of employer provided health benefits."' In an integrated plan, the employer provides health insurance covering only a portion rather
than one hundred percent of the employee's medical costs.9 2 Because the employee has the opportunity to recover the unused portion from the account at the end of the year, he has an incentive to
89. "Companies are trying to instigate change by increasing workers' share of the
health care bill through higher deductibles, larger co-payments, or bigger contributions to
health-insurance premiums-continuing programs that preceded industry's recent decision
to take on the health care establishment." The CorporateRx for Medical Costs, Bus. WK.,
October 15, 1984, at 145.
90. The plans provide the employees with an incentive to reduce their medical services
in order to receive more cash at the end of the year. Id. at 146.
91. If a company's proposal to reduce medical costs by bringing the employee into the
system-i.e., eliminating 100% insurance coverage-is rejected by unions in labor negotiations, such a proposal obviously will have no impact on the economy. Some unions, including the United Auto Workers and United Steel Workers, have rejected proposals to flatly
increase the employee's portion of medical expenses. See id. at 145.
However, through the simultaneous introduction of deductibles and copayments along
with cash out reimbursement plans, the sharing of medical expenses by employees has become more acceptable to unions. For example, the Aluminum Company of America recently
negotiated with the Aluminum Brick and Glass Workers (ABGW) and United Auto Workers
a comprehensive medical benefit plan which introduced deductibles and copayments combined with a $700 reimbursement account. Wardrop, Innovative Plan Designs Are Negotia-

ble,

HEALTH COST MANAGEMENT,

February 1984, at 6. That the unions find such comprehen-

sive plans attractive is evidenced by a special report to ABGW members in the July/August,
1983 issue of ABG Light, a union publication:
One of the most positive steps to come out of the recent negotiations with Alcoa and
Reynolds Aluminum in New Orleans will be the introduction of an innovative new
concept in health care benefits that will take effect June 1, 1984. As the first major
international union to adopt this kind of plan, I'm enthused about this new approach. . . Adopting this approach was a bold step. I believe it will prove to be a
precedent-setting way of letting members deal with medical costs. You'll be able to
manage your own expenses, and put some extra money in your pocket when you use
plan benefits in a cost-effective way.
Id.
92. The employee would then pay the remaining portion of the bill, not covered by the
employer-provided insurance, but would be reimbursed up to the amount of the reimbursement account. See, e.g., The CorporateRx for Medical Costs, Bus. WK., October 15, 1984, at
146. See also, Fisher, Union to Wage War on Health Care Costs, THE NAT'L UNDERWRITER
(LIFE, HEALTH INSUR. ED.),

December 10, 1983, at 36.
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both examine his bill to verify the accuracy and reasonableness of
the charge, as well as to find the least expensive medical services.93
However, the questionable IRS forfeiture requirement destroys the
employee's incentive to reduce the cost of medical services by forcing employers to eliminate the prospect of extra cash at the end of
the year, which is the prime incentive for the employees to reduce
their use of medical services."4
Recognition of the Problem by Congress

B.

That reimbursement plans may in fact have a positive effect on
the reduction of overall health care costs and that the proposed
regulations may preclude this desired effect is a concern recognized
by Congress. In the 1984 Tax Act, Congress provided that the Secretary of Health and Human Services, in cooperation with the Secretary of the Treasury, submit a report to Congress on the effect of
cafeteria plans on the containment of health care cost by April 1,
1985."5 More specifically, the
study is to examine the impact which the use of cafeteria plans. . . has on
the containment of health care costs and to recommend what modifications
might be desirable with respect to the cafeteria plan rules to optimize the
potential to reduce medical costs while balancing against other health care
policy goals .

.

. In this regard, the conferees intend to examine

. .

the

operation of the . . . forfeitability requirements with respect to cafeteria
plans, and the effect of such provisions on the federal tax base and on
health care cost containment. (emphasis added).96

Congress thus has recognized that the proposed regulations which
may be creating more taxable income immediately may also have
an adverse impact on the economy through potential negative effects on health care cost containment.9 7 That is, Congress recog93. The Corporate Rx for Medical Costs, Bus. WK., October 15, 1984, at 146.
94. Id. See also Much, Running Out of Control, INDUSTRY WK., April 16, 1984, at 64;
Companies Gain in Health Cost Fight, DUN'S Bus. MONTHLY, March, 1984, at 69.
95. CONFERENCE REP., supra note 4, at 1177, U.S. CODE CONG. & AD. NEWS at 1171.
Note that although Congress provided transitional relief to the proposed treasury regulations in the 1984 tax act, nowhere in the 1984 act does Congress adopt the proposed regulations as final. See CONFERENCE REP., supra note 4. That Congress was aware that the regulations are only temporary is evidenced by the use of the word "proposed" through out the
transitory relief section of the act. Id. Further, that Congress is wary of the effect of the
proposed regulations is evidenced by its mandate that a study be conducted regarding the
effect of cafeteria plans on the containment of health care costs. See infra note 96 and
accompanying text.
96. CONFERENCE REP., supra note 4 at 1177, U.S. CODE CONG. & AD. NEWS at 1171.
97. The Service's intended result of removing section 105(b) protection for cash out
medical plans would be to increase taxpayers' income and, therefore, generate more tax rev-
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nizes that the Treasury Department may have been unwilling to
acknowledge the relationship between health care cost containment and legitimate section 105 cash out reimbursement plans offered as a cafeteria plan benefit. The necessity for such a correlative study itself suggests that the proposed regulations may be
prematurely over-restrictive."
IV.

POTENTIAL VALIDITY OF QUESTION AND ANSWER SEVENTEEN

A.

ZEBRA's

In its promulgation of question and answer seventeen, the Service was primarily interested in eliminating the use of zero balance
reimbursement accounts (ZEBRA's), which allow employees to
convert base pay into flexible pay. 9 Under a ZEBRA plan, employees are not committed to a salary reduction prior to the benefit
period to fund their flexible pay accounts; regular pay is converted
to medical expenses on a pay-as-you-go basis without respect to
any type of employer contribution to a funded plan.'0 0 The worst
type of ZEBRA reduces salary even after it has been earned; some
plans go further, allowing salary reduction for benefit expenses incurred in prior years. '1 1 However, ZEBRA's clearly differ from legitimate cash out reimbursement accounts. First, in a cash out reimbursement account plan, salary is not yet earned; a specified
amount is set aside prior to the taxable year and the character of
the distribution to the employee is not known until an amount is
withdrawn.10 2 Secondly, ZEBRA's provide no incentive to reduce
medical cost; there is no cash out at the end of the year, and the
ZEBRA simply allows the employee to turn salary into nontaxable
enue. See supra note 13.
98. The study further requires "an analysis of the advisability of establishing Federal
guidelines relative to the type of medical plans that can qualify for cafeteria plan treatment in a manner similar to that applicable to qualified pension plans.., and the advisability of adding additional benefits to cafeteria plans." CONFERENCE REP., supra note 4 at
1177, U.S. CODE CONG. & AD. NEWS at 1171 (emphasis added).
99. The Internal Revenue Service News Release I.R. 84-22 (February 10, 1984), which
preceded the proposed regulations, provided that plans were invalid in which "employees
submit proof of their expenses to their employer who recharacterized a portion of the employees' otherwise agreed-upon salary as 'reimbursement' for such expenses . . . . The arrangements are merely attempts to pay taxable compensation without compliance with the
Federal tax laws, by labeling a portion of the employee's salary as 'reimbursement' ". Such
an arrangement represents a ZEBRA and not the type of cash out reimbursement account
otherwise discussed in this comment. See infra notes 102-04 and accompanying text.
100. Cole, What Fate Awaits Section 125 Plans?, PENSION WORLD, July 1984, at 34.

101.

Id.

102.

See supra note 4 and accompanying text.
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medical reimbursements."' 3 Therefore, there is no incentive for the
employee to attempt to reduce medical costs until he has spent the
entire amount of his salary. The Service, in its proposed regulation, has not distinguished between reimbursement account structures which are solely tax motivated and those which have true
economic substance and promote important social and economic
goals. 104 The Service's failure to recognize this distinction results in
the overreaching of the proposed regulations to legitimate section
105 cash out plans offered as a cafeteria plan benefit.
B. Alternatives
A number of alternatives to the overly restrictive approach taken
by the Internal Revenue Service in its proposed regulations exist
which could eliminate the problems caused by abusive plans while
meeting the health care cost containment goal. The simplest and
most obvious alternative would be to provide a limitation on the
amount of benefit that may be provided to an employee through a
cash out reimbursement account. 10 5 A second alternative would
permit unused benefits to be rolled over to the next year's reim103. See supra note 99.
104. In the 1984 Tax Act, Congress granted limited retroactive relief to the section 125
proposed regulations and required that a study be done on the effect of cafeteria plans on
the containment of health costs. See supra notes 95-98 and accompanying text. The legislation reflects that, in doing so, Congress recognized the distinction between ZEBRA's and
cash out reimbursement accounts:
Under a benefit bank [cash out] arrangement, the employee generally allocates a
specified amount of dollars to a reimbursement account for specified benefits, e.g.,
medical . . . at the beginning of the plan year. As expenses are incurred during the
year, the employee is entitled to reimbursement of these expenses from the account.
For example, if an employee with $500.00 allocated to his account incurred medical
expenses of $250.00, he could be reimbursed for these expenses from the account. At
the end of the year he would receive the remaining $250.00 in cash. In contrast, under
the ZEBRA-type arrangement, amounts generally are not specifically allocated to an
account before the beginning of the year, but instead are allocated only after an expense [is] incurred.
CONFERENCE REP., supra note 4, at 1177, U.S. CODE CONG. & AD. NEWS at 1171.
105. Such limitations are found throughout the Internal Revenue Code to provide that
income be excluded only to a specified amount. See, e.g., I.R.C. § 101(b)(2)(A) (1984) ("The
aggregate amounts excludable . . . with respect to the death of any employee shall not exceed $5000."); I.R.C. § 108(a)(3) (1984) ("In the case of a discharge . . ., the amount excluded . . . shall not exceed the amount by which the taxpayer is insolvent."); I.R.C. §
121(b)(1) (1984) ("The amount of the gain [from the sale of a principal residence] ... shall
not exceed $125,000 ....
"); I.R.C. § 911(b)(2) (1984) ("The foreign earned income of an
individual which may be excluded . . . for any taxable year shall not exceed the amount of
foreign earned income computed on a daily basis at the annual rate set forth in the following table ....
").

1985

Section 125 Cafeteria Plans

bursement account. 106 This alternative to the complete forfeiture
requirement would contribute to health care cost containment because some motivation for employees to control costs will remain.
These alternatives would preserve the intent of excluding medical
reimbursements from income as well as contribute to the employee's incentive to reduce medical spending. At the same time,
the alternatives preclude the abuse of strict tax avoidance encouraged by ZEBRA plans.
V.

CONCLUSION

The Internal Revenue Service, through its section 125 Regulations, proposes to nullify valid section 105 cash out accident and
health plans offered as part of a cafeteria benefit plan. The proposed regulations are inconsistent with legislative intent to exclude
medical reimbursements from income, and are premature in light
of the pending study concerning the relationship between health
care cost containment and medical reimbursement account forfeiture requirements. The more realistic, rational approach of providing limitations on flexible benefit accounts would eliminate tax
avoidance schemes such as ZEBRA plans, while promoting the
congressional policy to exclude health care reimbursements and
answering the economic issue of escalating health care costs.
Julie E. McGuire

106. Representative Barber Conable and Senator Robert Packwood sponsored a proposal providing an annual cap for all benefits over $2000 and accrual of unused benefits to
the following benefit period. See Cole, What Fate Awaits Section 125 Plans?, PENSION
WORLD, July 1984, at 34-35, 49. This proposal was not included in the 1984 Tax Reform Act.

